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Taxation of Capital Profits and Stock Dividends
*
By Theodore Krohn

Extreme measures have been resorted to by congress during
the last decade or so to defray the enormous expenditures of the
government, recently increased in consequence of our entrance
into the world war. The taxation laws in effect prior to the
sixteenth amendment to the constitution of the United States,
adopted February 25, 1913, had yielded, between those based on
the benefit and ability-to-pay theories, sufficient revenue for
normal requirements. The heavy drain upon funds in the treasury,
however, presented a problem that could be effectively solved
only by a more liberal application of the ability-to-pay theory of
taxation, commonly known as the tax on income. The constitu
tion had placed a limitation upon such a direct tax by requiring
its apportionment among the states according to population. This
obstacle to the income tax was removed after the requisite num
ber of states had signified their approval of the sixteenth amend
ment, which provides that “the congress shall have power to lay
and collect taxes on incomes, from whatever source derived,
without apportionment among the several states and without re
gard to any census or enumeration.”
Income taxation had reached a very progressive stage of de
velopment throughout Europe and Asia in a short period before
its introduction in the United States. The basis of the law in
this country is, with few exceptions, fundamentally the same as
those of such taxes under other governments. It will suffice,
therefore, to confine the consideration of the subject to problems
suggested by the United States law.
Because of the complexities of modern business organiza
tions, the task of framing the law was accomplished only after
long and arduous labor; yet it is not surprising that developments
in its administration have resulted in litigation in the courts.
From the decisions and interpretations handed down there have
* A thesis presented at the May, 1920, examinations of the American Institute of
Accountants.
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been evolved many fundamental principles of income taxation
relevant to the subject under review.
Capital Profits

and

Taxable Income

Capital and Income
In the case Lynch vs. Turrish, capital is defined as, “....
anything, material or otherwise, capable of ownership, viewed
in its static condition at a moment of time, or the right of owner
ship therein.............. In the actual production and distribution
of capital there is a constant conversion of capital into income,
and vice-versa.”
Income has been defined as “a gain derived from capital, from
labor or from both combined.” The sixteenth amendment en
larges upon this definition in taxing “incomes from whatever
source derived.” An opinion of more direct application holds
that “the increased value of capital as such constitutes in one
sense a gain or profit but not income. Hence, such gain or profit
is not taxable, but only such profits and gains as constitute in
come are taxable.” In the decision handed down March 8, 1920,
by the supreme court in the ease Macomber vs. Eisner, which will
be discussed later, income is defined as “..........not a gain accru
ing to capital, not a growth or increment of value in the invest
ment ; but a gain, a profit, something of exchangeable value pro
ceeding from the property, severed from the capital, however
invested or employed, and coming in, being ‘derived,’ that is, re
ceived or drawn by the recipient (the taxpayer) for his separate
use, benefit and disposal—that is income derived from property.”

Income from Capital Assets
There is a marked distinction between income from trading
in current assets, such as merchandise, or from wages, interest or
rent and the profit or gain arising from the appreciation, exchange
or sale of the fixed assets represented by land, buildings and se
curity investments. The income of the former kind is taxable
upon either the cash or accrual basis. It is evident that the in
come of the latter kind is of an unusual character—contingent and
extraordinary, as distinguished, in an economic sense, from the
normal returns on capital or goods used in the production of further
wealth. Therein is found one fundamental difference between
89
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the British law, which exempts such income from tax, and the
law in this country, which recognizes no distinctions.

By what standard of valuation may these unusual profits from
capital be measured? The income-tax law of September 8, 1916,
states that the net worth of any business at March 1, 1913, rep
resented capital, whether it embraced original capital contributed
or accumulated profits. Thus only profits earned from the inci
dence of the tax may be subject to levy. In determining such
taxable income the fair market value of assets at March 1, 1913,
if acquired prior to that date, or the purchase cost, if acquired
subsequently, is prescribed under the law of February 25, 1913,
as the basis for determining a profit or loss upon exchange or
sale. This arbitrary basis is not sound in principle. An actual
loss may have been suffered, comparing the purchase cost of the
asset with the selling price, but, due to intermediate fluctuations,
the use of the arbitrary rate may require a tax to be paid as though,
in fact, a profit had been received. The converse is equally true.

Appreciation in value of a capital asset is not taxable income.
The decision of the supreme court in the case Macomber vs. Eis
ner explicitly sets forth the reason as applied to stock dividends,
which is also true of other capital assets. It emphasizes the fact
that to be income such appreciation must be realized upon a closed
transaction and be “... .something of exchangeable value, proceed
ing from the property, severed from the capital however invested
or employed, and coming in, being ‘derived,' that is, received or
drawn by the recipient........... ” An actual sale is practically the
only answer to this description. Among economists and authori
ties on taxation there is a strong belief that appreciation of capi
tal assets, held as investments and not as stock-in-trade, should
not be taxable as income even if derived upon sale. Early deci
sions in the courts support this contention. In the case Gray vs.
Darlington, relating to the income-tax law of 1867, the court held
that “.......... the mere fact that property has advanced in value
between the date of its acquisition and the sale does not authorize
the imposition of the tax on the amount of the advance............ It
constitutes and can be treated merely as an increase of capital.”
According to the present law the full appreciation in value of the
property from March 1, 1913, or date of purchase to the date
of sale is income taxable in the year during which the sale was
90
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consummated. In view of the progressive rates of the surtax and
excess profits taxes it is contended that the taxable profit thus
realized should be pro-rated over the taxable years between pur
chase and sale, and the taxpayer be permitted to amend his pre
vious returns accordingly. Even if it were practicable, such
treatment has been negatively decided by the supreme court, hold
ing that the gain is taxable income in the particular year of its
receipt. So as to defeat attempts at evasion, the internal revenue
department has ruled that in the sale of capital assets of the
same kind, the first purchases are also assumed to have been sold
first, unless evidence is produceable to the contrary.
Exchange. When property is exchanged for something cap
able of being readily converted into cash, it is, in effect, a sale.
But the case is different when the value of the capital asset re
ceived in exchange is difficult to ascertain. The revenue act of
1918 provides that “when property is exchanged for other prop
erty, the property received in exchange shall, for the purpose of
determining a gain or loss, be treated as the equivalent of cash
to the amount of its fair market value, if any.” In view of the
decision in the case Macomber vs. Eisner, it is very unlikely that
this provision will be upheld. If the property received in ex
change was actually sold for cash upon its receipt there would
be no argument. But the market value upon sale at a subsequent
date will most likely be different from that prevailing at the
date of the exchange. It is evident that no taxable income is
derived until the final sale is made, the profit then being the differ
ence between the cost of the old property and the sales price of the
new property.
This is substantially the ruling of the treasury department
in making an exception where “in connection with the reorganiza
tion, merger or consolidation of a corporation a person receives
in place of stock or securities owned by him new stock or se
curities of no greater aggregate par or face value.” In this
instance the old securities are replaced by the new. In ascertain
ing the profit or loss upon sale of the new securities, the original
cost to the taxpayer or the fair market value as of March 1, 1913,
of the old securities, less any untaxed distribution made by the
new company from the capital or surplus of the old company, is
the basis to be used.
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Income from Investments in Capital Stock
Consideration of the subject to this point has been confined to
the asset side of the taxpayer’s balance-sheet. Thus far, income
was divided into two classes: that is, from trading in current
assets and from capital assets. There is a very important sub
division of the latter class—the income from investments in stock
of corporations—which can be best discussed now in conjunction
with the treatment of corporate surplus after its distribution, as
affecting its taxable status to the stockholder.
A corporation is an entity distinct from its stockholders. Both
are taxed upon its net income: the corporation at an even low
rate for the normal tax to insure a return from all of its taxable
income as well as by the progressive rates of the excess profits
or war income taxes; the stockholders upon dividends at gradu
ated and progressive rates for the rest of the tax, providing their
income from other sources, together with income from dividends,
renders them liable to the surtax. Dividends distributed from
surplus are not taxable when arising from the appreciation of
assets, from the sale of treasury stock or from the purchase of
the company’s stock below par. The excess of liquidating divi
dends over the fair market value of the stock at March 1, 1913,
or cost if acquired subsequently, is taxable, provided that if any
part of the distribution is from surplus accumulated prior to
March 1, 1913, it is exempt from the tax. The stockholder is also
taxed upon the sale of his stock for the amount of sales price in
excess of cost or fair value if acquired prior to March 1, 1913.
In the case of an individual, partnership or personal service
corporation, profits are taxable within the year earned; whereas
in the corporation form of business organization, the income of
the stockholder is not subject to taxation until distributed in the
form of a dividend. This is even further qualified by the deci
sion of the supreme court on stock dividends in the case Macomber
vs Eisner, which will be discussed later. Dividends are not
necessarily distributed in the year earned. The policy of the
corporation in such matters is determined by the board of di
rectors. It would seem only fair that corporations ought not to
be privileged to choose in what year their earnings become tax
able to stockholders when no such advantage is offered to other
types of business organizations.

92

Taxation of Capital Profits and Stock Dividends
In this is found one of the most perplexing problems con
fronting the authorities in the administration of the law. Cor
porations might easily accumulate their earnings for any number
of years, providing the stockholders were in accord with the
policy. Such action would not be evidence of fraudulent at
tempt to evade the tax. Upon obtaining evidence of such in
tent, of course, the internal revenue department could take ade
quate measures to defeat it. In the law of October 3, 1917, sec
tion 10, provision was made for levying an additional tax on
any undistributed surplus unless invested in assets reasonably re
quired in the business or in the obligations of the United States
issued after September 1, 1917. In but few known cases was
this measure employed. In subsequent laws this section was
omitted. Under the present law, where the intent to evade is
evident and the commissioner of internal revenue certifies that in
his opinion such is the fact, the corporation is required to pay
only the war-profits and excess profits taxes and the balance of
net income is taxable to stockholders according to the method
prescribed for members of a partnership or personal service cor
poration.
It is fully recognized that legitimate reasons exist for accumu
lating corporate surplus. These were advanced by the Ameri
can Institute of Accountants in the protest to congress against
the adoption of the section of the law of October 3, 1917, taxing
undistributed surplus. The outstanding points applicable to this
instance, summarized briefly are:
1. Rising prices increase the demand for working capital.
Profits are absorbed in merchandise, accounts receivable
and other current assets.
2. Industrial expansion resulting from war and post-war con
ditions creates the need for additional plant and equipment.
The profits are also invested for such purposes.
3. The contingencies of additional tax assessments where
returns are prepared and rendered, based on the best in
formation and advice obtainable, and for other liabilities,
are met by appropriations from earnings.
4. Corporations financially embarrassed prior to the present
period expect to strengthen their position by accumulating
earnings.
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For each of the above reasons it appears that corporations
so affected are justified in accumulating surplus. Notwithstand
ing, a surplus of any great magnitude is the constant point of at
tack of taxation authorities. There is always a possibility that
the commissioner of internal revenue will declare that the amount
of surplus is unreasonable for the demands of the business and levy
a tax upon stockholders for their distributive shares. Occasions
naturally arise when stockholders require a return of income from
their investments and would rather receive it in the form of
dividend than be forced to liquidate their securities. A corporation
may find it necessary before reorganization, merger or consolida
tion to adjust its capital stock and surplus by a dividend payment.
It is evident that in the cases enumerated above, where the surplus
is invested in assets of the business not readily convertible into
cash, a cash dividend cannot be distributed. A stock dividend,
though, can be distributed to old stockholders in proportion to
their holdings by conversion of the surplus into an additional
issue of capital stock.
Taxation of Stock Dividends

The question whether a stock dividend made lawfully and in
good faith against profits accumulated by a corporation since
March 1, 1913, is income to the stockholder subject to taxation
under the sixteenth amendment to the constitution of the United
States or is merely a change in the form of evidence of owner
ship in the assets of the corporation has been argued in the courts
for over a half-century. The recent decision of the supreme
court handed down March 8, 1920, in the case Macomber vs. Eis
ner, held that such stock dividend was not taxable income to the
stockholder. Unusual importance attached to the decision, not
alone because it settled the particular point of the taxation of
stock dividends but because in so doing it defined in clearer terms
than heretofore the principles of capital vs. income, appreciation
of capital assets vs. income derived from capital and the relation
of stockholder to corporation.
The limitations of this paper will permit only brief comment
on the important points established by the decision. A stock
dividend is neither capital nor income. It results in no increase in
the stockholder’s investment nor in his buying power as evi
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denced in cash or its equivalent. The net worth of the corpora
tion is precisely the same after the distribution as it was before.
Taxing a stock dividend would not differ from a levy upon the
old stock, being in either case, then, a capital tax not within
the scope of the income-tax law. The fact that stockholders have
a contingent interest in the undistributed surplus enhances the
value of their holdings, but such interest is not increased by the
receipt of a stock dividend, except in so far as such evidence of
prosperity of the corporation affects the market prices of the
stock. Practically the same rights in the surplus may be acquired
through the purchase of the corporation’s stock. The cost to the
new stockholder includes a premium in payment for the contingent
interest in the surplus surrendered by the old stockholder. The
government receives the tax on such premium in full if the stock
holder selling the stock is one who acquired it at par. Any
further depreciation or appreciation is considered upon the suc
cessive sales or upon liquidation of the corporation.
A tax on stock dividends upon receipt and again upon the
profit realized upon the sale is double taxation. An instance of
this is found where stock is purchased above par and thereafter
a stock dividend is issued. The tax collected on the premium
realized upon the sale would again be exacted from the pur
chaser on the basis of the stock dividend he received.
The sale of dividend stock is not income to the full amount
received. The cost of each share of such stock, represented
by the cost of the old stock divided by the number of old and new
shares added together, must first be deducted before ascertaining
the taxable income. Similarly, the cost of each share of the old
stock is the quotient of the cost of the old stock divided by the
number of old and new shares.
The government’s need for the tax now is more pressing than
it is likely to be years hence. The effect of the decision is to
reduce the tax collectible from recipients of stock dividends and
to postpone the date of final accounting for the surplus of the
corporation until actual sales of the dividend stock are made or
until the corporation is liquidated. An effective tax is one which
collects a particular year’s budget with ease and certainty from
the income indicated in the original estimate and within a short
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period of time. It is obvious that in this respect the law is
dangerously weak.
The conclusion reached by many, that by delaying accounting
for the tax to subsequent years a saving is effected, cannot be
accepted without qualification. A sound financial policy has for
its object the spreading of taxes over a period of years as against
a heavy levy upon accumulated earnings in one year. Especially
is this true if in the years covered in the accounting, graduated
and progressive rates of taxes are effective.
The distribution of dividends in stock, where paid in cash
before, gives rise to discrimination in favor of the stockholders
in that they may control the profits from their dividend stock
sales so as to offset possible losses of lean years and thus effect
a tax saving. The recipients of income from sources other than
from investments in stock do not enjoy such privilege except in
unusual cases due to war conditions. If at all, discrimination
should be directed against “lazy capital,” represented to a large
extent by investments in securities.
The conservative policy practised by corporations in accumu
lating surplus as a margin of safety against contingencies is en
couraged as a result of the decision on the taxation of stock divi
dends, as demonstrated by the numerous and large stock divi
dends distributed since the decision became public. The directors
of corporations, in adopting such a policy, no doubt have in view
considerations of vital importance that will be apparent only after
the impending period of deflation and liquidation shall have shown
its effects.
The treasury department has a responsibility to the taxpayer
which in the interests of public welfare should be speedily dis
charged. The huge sums involved in pending claims for rebates
for taxation and, on the other hand, contingent additional assess
ments on the part of the government against taxpayers should
be definitely and finally settled. The decision of the supreme
court in the stock dividend controversy will be a considerable
relief to the tax authorities, the corporation and its stockholders.
It should be followed by treasury decisions in regard to other
capital profits affected, which have been referred to in the course
of this paper.
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